
Office of Chief Counsel 
Internal Revenue Service 

memorandum 
CC:NER:CTR:HAR:TL-N-6343-99 
GAThorpe 

date: December 6, 1995 

to: Chief, ----------------- Division, Connecticut-Rhode Island Cisrrict 
ATTN: ------- ----------- 

from: District Counsel, Connecticut-Rhode Island District, CC:N%~:CTR:HAR 

subject: ---------------- ---------------- ------- ------------- ---- 

On November 24, 1599, we sent a memorandum ~3 yol;, Iunder our 
post lo-day review procedures, in which we provided &vice 
--------------  the Service' s obligation r_o provide kformatior! :o sne 
----------- taxir.g authorities under the tax treat;/ wi:n fha: 
----------- Based on furrher guidance received from oilr Nariora: 
3ffice, we wish to modify that advice as follows: 

On page five of our November 24, 1999, memorandum, we 
indicate that it is the Service's policy ;o make a "sponcane-us 
exchange" of icformaticn in all cases where the convection 
permits disclosure. However, there are two exceptior.s to :his 
generai rule. First, the Service generally will Cot make a 
"spontaneous exchange" of information unless the treat:1 parrr.er 
would reciorocate in a similar situatior. (The AssisrarE 
,3.~issioner may waive this reciixrscity requirenezt -i s-2ck 
action. 1s ,tieemed advisable.) Seccnd, the Servtce will not 
"sponraneotisly exchange" information ir' suc:h actFn ~~0~13 vislat2 
s,ame p=-Clic policy or harm tax adminisc:atiofi. As intiicated, tke 
Assiscart Commissioner (Insernatiorali makes Lhe firal a.ac;s:,2r 
,zoxcerning the applicatior of these excoptiols 

I'he adv:ce we gave t,c you in c.2r Ncvember 24, 1393 
memorandum, as modified herein, is now final. Ghoul= you have 
any additional questions, please contact Corm Sdntacxello 3: 
(860) 290-4375. Since this appears t'2 e:d our involvement in 

this matter, we have ClOSZd OXY file f;r tliis advisory opinion. 

GZRP.LD A. T:IORPE 
District r:lnsel 
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Office of Chief Counsel 
internal Revenue Service 

memorandum 
CC:NER:CTR:HAR:TL-N-6343-99 
CJSantaniello 

date: ,~~~ 24 1999 

to: Chief, Examination Division, Connecticut-Rhode Island District 
Att,?: ------- ------------ ----------------- -------- 

---------- --------- ----------- -------------- 

from: District Counsel, Connecticut-Rhode Island 

whiect: Large Case Advisory - ---------------- ---------------- ------- ------------- ----- -- 
----------------- 

THIS DOCUMENT MAY INCLUDE CONFIDENTIAL INFORMATION SUBJECT TO THE 
ATTORNEY-CLIENT AND DELIBERATIVE PROCESS PRIVILEGES AND MAY ALSO 
HAVE BEEN PREPARED IN ANTICIPATION OF LITIGATION. THIS DOCUMENT 
SHOULD NOT BE DISCLOSED TO ANYONE OUTSIDE THE SERVICE, INCLUDING 
THE TAXPAYER(S) INVOLVED, AND ITS USE WITHIN THE SERVICE SHOULD 
BE LIMITED TO THOSE WITH A NEED TO REVIEW IT. THIS DOCUMENT ALSO 
CONTAINS TAX RETURN INFORMATION OF THE INSTANT TAXPAYER, WHICH 
INFORMATION IS SUBJECT TO THE PROVISIONS OF I.R.C. § 6103. 

Ne are partially responding to your memcrand,um dated 
8JJne 3, 1933, in which you reql;esred advice regarding the 
ro;1cwirg three questions: 

(1) if a ------- license agreement bet;qeen the 
taxpayer a?d its ----------- subsidiary, under Iwhich the 
subs iziary received ----- ric;ht to use the taxpayer's 
-technology within a certain territory ir. return for the 
payment of a -- percent royalty, whether an adjustment 
to the taxpaye--- taxable income should be made under 
I.R.,:. § 482' or by simpiy requiring the parties to 
comply with the terms of the license agreemect? 

I All secrrion references are to the Internal Revenue Code 
in effect during the taxable years in quesrion. 
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(2) Whether section 6662(e) applies where an 
adjustment to taxable income is based on the Service's 
requiring the parties to comply with the terms of the 
license agreement, rather than a reallocation of income 
based on a change to "arm's length pricing?" 

---- --- the Service obligated under the tax treaty 
with ----------- to report incidents of unreported income 
to the ---------- taxing authorities and, if so, what 
procedures must be followed? 

---- ----------- ---- -------- ---- ----------- issues (1) and (2) to 
---------- ------ ----------- ------ ----------- in the Northeast Regional 
--------- ---- ----- ----- --------- ----- ----------- --- ------------ --- --------- 
------------ --------- ------------ ---- -------- --------- ---------- ------- ---------- 
--- ---- ---------- -------------- --- ---- ------------- ---------- -------- 
Because ----- ----------- ----- ----------- --- ------ ---------- ---- -------- ----- 
issues, --------- -------- all inquiries regarding them directly to 
him. 

Regarding issue (3), disclosures of returns and return 
information to foreign taxing authorities are permitted under 
section 6103(k) (4) where an income tax convention provides for 
exchange of information. Because the tax treaty between ----------- 
and the United States provides for the exchange of informati---- 
the Service may disclose the return information in question to 
------------ Disclosure of such information under the treaty, 
------------ is reserved exclusively to the Assistant Conunissioner, 
International. 

This memorandum is being simultaneously s.ubmitted to the 
National Office for review under our post lo-day review 
procedure. Consequently, you should not take any action based on 
the advice contained herein during the review period. 

Facts 

This is a ------  case involving the taxpayer's taxable years 
------- and -------- --- e taxpayer's taxable years ------ through ------ 
----- ------------ ----------- --- ---- ----- -------- An is----- common t-- ---- h 
year --- ----------- ---- ------------ --------- ---- e received royalties from 
several of its controlled foreign corporations for the 'use of its 
technology, patents, trade names, trademarks, brand names, know- 
how, and other ---------- developed intangibles. The present issue 
is limited to t---- ----- unt of royalty income attributable to one of 
its CFCs, ---------- ---------------- ---------------- ------------ ------ 
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---- ----------- --- -------  the taxpayer (formerly ---------- 
----------------- ---------- ----- -- ---------- ------- ment wi--- --- -------- - 
--------- --------- ary, ---------------- ----------- ------ --------------- ---------- 
----------- -------  U------ ----- --------------- ---------------- ----------- ---- eived 
---- ------------- right to make and sell in ---- ------------- all 
"licensed products," access to the taxpayer's technology, a 
promise of continued technical assistance from the taxpayer, the 
right to use the taxpayer's name and brands, a a general right to 
sublicense those rights to ---- d parties. The term of ---- 
agreement was ---- years (f---- -------- ------ ---- ---- omatic ----- year 
renewal). As consideration, ---------------- ----------- agreed --- --- y the 
taxpayer a royalty equal to ----- ---------- --- ---- net saies price 
of all licensed products sold --- ---------------- ----------- during the 
life of the agreement. 

Based on the examinations of prior cycles, the audit team 
assumed that the agreement had lapsed pursuant to its stated 
term. However, after the audits were conciuded and while the 
case was pending in Appeals, the audit team learned that the 
taxpayer maintained that the agreement remained in force and 
effect. By letter dated ------ --- ------- to the Appeals Officer 
considering the ------- and ------- -------- the taxpayer's 
representative s------- as --------- : 

---------------- contends that any royalties due to it were 
------ ------- ant to a License Agreement dated ----------- --- 
------- (the "License Agreement"). Under the ----------- 
-------- ment, ------------------ predecessor, ---------- ---------------- 
("------------ ----------- to ---------------- ---------------- ----------- 

------ ------ ------------- the ------ --- ----- -------- --- --- 
------- cts ---- ---------- transferred to ---- ----------- under a 
------- Agreement of Sale, for a royalty --- ----- (--  
--------- t of the selling price. ---- ----------- ------ ce--- ed 
these products to the other ---------- ------------- 
subsidiaries for a royalty o- ----- ---- --------- t. The 
base for the royalties paid wa-- ----  -- venue earned from 
those products that were sold by ---- ----------- to third 
parties and affiliates and that w----- ------------  using 
---------- developed and oxned technology. 

Alerted by this statement, the audit team attempted to determine 
whether any documents existed to verify the representative's 
claim that the license agreement remained in effect beyond its 
stated ten-year term. The ream eventually located a letter 
agreement dated --------------- ---- -------- This letter agreement, 
between ---------- ---------------- ----- ---------- ----------- provides as 
follows: 
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This w-- ---------- ---- fact that the license agreement 
dated ----------- --- -------- having bee-- ------------ ---- -- 
--------------- ----- (--- -------- --------- ----------- --- -------- 
----------- --- -------  ----------- --- ------- ----- ----------- --- -------  
--- ------ --- ----- e ----- -------- ----- will ------------ --- ---- 
a-- omatically renewed for successive periods of ----- 
(--  years unless notice of intention to terminate ---- 
agreement is giv---- - y one of the parties to the other 
party a- ---- s- ----- (--  months prior to the expiration 
of any --------  ------ t-- m. 

To date, no evidence has been produced to establish that the 
license agreement has been terminated pursuant to the letter 
agreement. 

During the current cycle, the audit team attempted to 
determine through the issuance of Information Document Requests 
(IDRs) the exact stat--- --- ---- ---------  license agreement. These 
------- ------- issued on ------------ --- -------  ------ --- -------  and 
--------------- ---- -------- ---- ------- ---- ---- pa---- ----- ----  responded to 
----- --- ---- -------- However, in response to IDR No. ----  issued on 
------------ ---- -------  in lieu of any inter-company pri-----  study 
-------- ---------- ----- 2(e), the taxpayer stated: 

Unless stated to the contrary, we are using the - % 
royalty rate as proposed as an arm's length rate by the 
IRS during the prior audit cycles. We will continue 
using this rate until ------- ------ --- ------- ----- ------- ------ 
------------- --- ---- --------- -------- ---- --------------- --- ---- 
------ ----- -------- 

During the years ------- and -------  the taxpayer did not comply 
with the terms of the ------- e a-------- ent. During those years, 
payments received by the taxpayer from ---------------- ----------- are only 
a fraction of the ----- percent called f--- --- ---- ---------- 
agreement. Accordin--  o the audit team, significant adjustments 
to the taxpayer's ------- and ------- taxable income will result if the 
taxpayer is required --  com---- with the express terms of the 
agreement. 

Relevant Law & Analvsis 

Disclosure of tax returns or return information to foreign 
tax authorities is normally prohibited by section 6103, except in 
the case where an income tax convention provides for the exchange 
of information. In that instance, section 6103(k) (4) permits 
disclosure to the competent authority of the treaty partner, but 
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only to the extent provided in, and subject to the terms and 
conditions of, the convention. 

----------- a---- ---- --------- S------- --------- ---- in-------- ---- 
conven----- - n ------ --- -------- --------- ------ -----  --------- ---- of the 
convention, ent------ --------- nge of Information," ------------ 

The competent authorities of the [parties] shall 
exchange such information as is pertinent to carrying 
out the provisions of this Convention or preventing 
fraud or fiscal evasion in relation to the taxes which 
are the subject of this Convention. 

A Supplemental Protocol was signed on -------------- ---- -------  amending 
the convention. The amendments did no- -------- --------- ----  

Because tax convention between ----------- and the United States 
provides for the exchange of informatio--- -- e information in 
question may be disclosed to the ---------- competent taxing 
authorities under section 6103(k) ----- -----  or without a specific 
request therefor. An exchange made without a specific request 
therefor is referred to as a "spontaneous exchange of 
information," defined as the "furnishing to a treaty partner, 
without a specific request, of information which is discovered 
during a tax examination or investigation and which suggests or 
establishes noncompliance with the tax laws of a treaty partner 
which are subject to the convention." See U.S. Delegates' 
Briefing Paper, cited in Venuti, Gordon & Cracker, 940 T.?4., 
Income Tax Treaties - Administrative and Competent Authority 
Aspects, worksheet 12. See also 4.3.1.1, International _- 
Procedures Handbook, ¶ 9.4(l), cited in Venuti at worksheet 15. 
The current policy of the United States is to make spontaneous 
exchanges of information in all cases where the convention 
permits disclosure. U.S. Delegates' Briefing Paper. 

The procedures for making spontaneous exchanges of 
information are set forth in 4.3.1.1, International Procedures 
Handbook, at ¶ 9.4(l) through (3), worksheet 15. Under these 
procedures, examiners proposilng to furnish information to a 
treaty partner should send the information to the District 
Director. 4.3.1.1, International Procedures Xandbook at 
¶ 9.4(2). The information is then forwarded through the Regional 
Compliance Officer to the Assistant Commissioner (International). 
U. at 9.4(3). Disclosures to competent authorities are made 
exclusively by the Assistant Corrmissicner (International). Id. 
at ¶ 9.4(3); section 63Cl(k)(4). 
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Please call Carmine Santaniello at (860) 290-4075 if you 
have any questions OL require further assistance. 

GERALD A. THORPE 
District Counsel 

tsignad) cardno J. Santaniello 
By: 

CARMINO J. SANTANIELLO 
Attorney 


